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(b) Effective date—(1) In general. Sec-
tions 1.6664–1 through 1.6664–3 apply to
returns the due date of which (deter-
mined without regard to extensions of
time for filing) is after December 31,
1989.

(2) Reasonable cause and good faith ex-
ception to section 6662 penalties. Section
1.6664–4 applies to returns the due date
of which (determined without regard to
extensions of time for filing) is after
September 1, 1995. Except as provided
in the last sentence of this paragraph
(b)(2), § 1.6664–4 (as contained in 26 CFR
part 1 revised April 1, 1995) applies to
returns the due date of which (deter-
mined without regard to extensions of
time for filing) is on or before Sep-
tember 1, 1995 and after December 31,
1989. For transactions occurring after
December 8, 1994, § 1.6664–4 (as con-
tained in 26 CFR part 1 revised April 1,
1995) is applied taking into account the
changes made to section 6662(d)(2)(C)
(relating to the substantial understate-
ment penalty for tax shelter items of
corporations) by section 744 of Title
VII of the Uruguay Round Agreements
Act, Pub. L. 103–465 (108 Stat. 4809).

[T.D. 8381, 56 FR 67506, Dec. 31, 1991, as
amended by T.D. 8617, 60 FR 45666, Sept. 1,
1995]

§ 1.6664–2 Underpayment.

(a) Underpayment defined. In the case
of income taxes imposed under subtitle
A, an underpayment for purposes of
section 6662, relating to the accuracy-
related penalty, and section 6663, relat-
ing to the fraud penalty, means the
amount by which any income tax im-
posed under this subtitle (as defined in
paragraph (b) of the section) exceeds
the excess of—

(1) The sum of—
(i) The amount shown as the tax by

the taxpayer on his return (as defined
in paragraph (c) of this section), plus

(ii) Amounts not so shown previously
assessed (or collected without assess-
ment) (as defined in paragraph (d) of
this section), over

(2) The amount of rebates made (as
defined in paragraph (e) of this sec-
tion).

The definition of underpayment also
may be expressed as—

Underpayment=W¥(X+Y¥Z),

where W=the amount of income tax im-
posed; X=the amount shown as the tax
by the taxpayer on his return;
Y=amounts not so shown previously as-
sessed (or collected without assess-
ment); and Z=the amount of rebates
made.

(b) Amount of income tax imposed. For
purposes of paragraph (a) of this sec-
tion, the ‘‘amount of income tax im-
posed’’ is the amount of tax imposed on
the taxpayer under subtitle A for the
taxable year, determined without re-
gard to—

(1) The credits for tax withheld under
sections 31 (relating to tax withheld on
wages) and 33 (relating to tax withheld
at source on nonresident aliens and for-
eign corporations);

(2) Payments of tax or estimated tax
by the taxpayer;

(3) Any credit resulting from the col-
lection of amounts assessed under sec-
tion 6851 as the result of a termination
assessment, or section 6861 as the re-
sult of a jeopardy assessment; and

(4) Any tax that the taxpayer is not
required to assess on the return (such
as the tax imposed by section 531 on
the accumulated taxable income of a
corporation).

(c) Amount shown as the tax by the tax-
payer on his return—(1) Defined. For
purposes of paragraph (a) of this sec-
tion, the ‘‘amount shown as the tax by
the taxpayer on his return’’ is the tax
liability shown by the taxpayer on his
return, determined without regard to
the items listed in § 1.6664–2(b) (1), (2),
and (3), except that it is reduced by the
excess of—

(i) The amounts shown by the tax-
payer on his return as credits for tax
withheld under section 31 (relating to
tax withheld on wages) and section 33
(relating to tax withheld at source on
nonresident aliens and foreign corpora-
tions), as payments of estimated tax,
or as any other payments made by the
taxpayer with respect to a taxable year
before filing the return for such tax-
able year, over

(ii) The amounts actually withheld,
actually paid as estimated tax, or actu-
ally paid with respect to a taxable year
before the return is filed for such tax-
able year.
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(2) Effect of qualified amended return.
The ‘‘amount shown as the tax by the
taxpayer on his return’’ includes an
amount shown as additional tax on a
qualified amended return (as defined in
paragraph (c)(3) of this section), except
that such amount is not included if it
relates to a fraudulent position on the
original return.

(3) Qualified amended return defined. A
qualified amended return is an amend-
ed return, or a timely request for an
administrative adjustment under sec-
tion 6227, filed after the due date of the
return for the taxable year (determined
with regard to extensions of time to
file) and before the earliest of—

(i) The time the taxpayer is first con-
tacted by the Internal Revenue Service
concerning an examination of the re-
turn;

(ii) The time any person described in
section 6700(a) (relating to the penalty
for promoting abusive tax shelters) is
first contacted by the Internal Revenue
Service concerning an examination of
an activity described in section 6700(a)
with respect to which the taxpayer
claimed any tax benefit on the return
directly or indirectly through the enti-
ty, plan or arrangement described in
section 6700(a)(1)(A); or

(iii) In the case of a pass-through
item (as defined in § 1.6662–4(f)(5)), the
time the pass-through entity (as de-
fined in § 1.6662–4(f)(5)) is first con-
tacted by the Internal Revenue Service
in connection with an examination of
the return to which the pass-through
item relates.
A qualified amended return includes an
amended return that is filed solely to
disclose information pursuant to
§ 1.6662–3(c) or § 1.6662–4 (e) and (f) and
that does not report any additional tax
liability.

(4) Special rule for qualified amended
returns. The Commissioner may by rev-
enue procedure prescribe the manner in
which the rules of paragraph (c) of this
section regarding qualified amended re-
turns apply to particular classes of tax-
payers.

(d) Amounts not so shown previously
assessed (or collected without assessment).
For purposes of paragraph (a) of this
section, ‘‘amounts not so shown pre-
viously assessed’’ means only amounts
assessed before the return is filed that

were not shown on the return, such as
termination assessments under section
6851 and jeopardy assessments under
section 6861 made prior to the filing of
the return for the taxable year. For
purposes of paragraph (a) of this sec-
tion, the amount ‘‘collected without
assessment’’ is the amount by which
the total of the credits allowable under
section 31 (relating to tax withheld on
wages) and section 33 (relating to tax
withheld at source on nonresident
aliens and foreign corporations), esti-
mated tax payments, and other pay-
ments in satisfaction of tax liability
made before the return is filed, exceed
the tax shown on the return (provided
such excess has not been refunded or
allowed as a credit to the taxpayer).

(e) Rebates. The term ‘‘rebate’’ means
so much of an abatement credit, refund
or other repayment, as was made on
the ground that the tax imposed was
less than the excess of—

(1) The sum of—
(i) The amount shown as the tax by

the taxpayer on his return, plus
(ii) Amounts not so shown previously

assessed (or collected without assess-
ment), over

(2) Rebates previously made.
(f) Underpayments for certain

carryback years not reduced by amount of
carrybacks. The amount of an under-
payment for a taxable year that is at-
tributable to conduct proscribed by
sections 6662 or 6663 is not reduced on
account of a carryback of a loss, deduc-
tion or credit to that year. Such con-
duct includes negligence or disregard
of rules or regulations; a substantial
understatement of income tax; and a
substantial (or gross) valuation
misstatement under chapter 1, pro-
vided that the applicable dollar limita-
tion is satisfied for the carryback year.

(g) Examples. The following examples
illustrate this section:

Example 1. Taxpayer’s 1990 return showed a
tax liability of $18,000. Taxpayer had no
amounts previously assessed (or collected
without assessment) and received no rebates
of tax. Taxpayer claimed a credit in the
amount of $23,000 for income tax withheld
under section 3402, which resulted in a refund
received of $5,000. It is later determined that
the taxpayer should have reported additional
income and that the correct tax for the tax-
able year is $25,500. There is an under-
payment of $7,500, determined as follows:
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Tax imposed under sub-
title A ....................... ............. $25,500

Tax shown on return .... $18,000 .............
Tax previously assessed

(or collected without
assessment) ............... None .............

Amount of rebates
made .......................... None .............

Balance ........................ ............. $18,000

Underpayment .... ............. $7,500

Example 2. The facts are the same as in Ex-
ample 1 except that the taxpayer failed to
claim on the return a credit of $1,500 for in-
come tax withheld. This $1,500 constitutes an
amount collected without assessment as de-
fined in paragraph (d) of this section. The
underpayment is $6,000, determined as fol-
lows:

Tax imposed under sub-
title A ....................... ............. $25,500

Tax shown on return .... $18,000 .............
Tax previously assessed

(or collected without
assessment) ............... 1,500 .............

Amount of rebates
made .......................... None .............

Balance ........................ ............. $19,500

Underpayment .... ............. $6,000

Example 3. On Form 1040 filed for tax year
1990, taxpayer reported a tax liability of
$10,000, estimated tax payments of $15,000,
and received a refund of $5,000. Estimated tax
payments actually made with respect to tax
year 1990 were only $7,000. For purposes of de-
termining the amount of underpayment sub-
ject to a penalty under section 6662 or sec-
tion 6663, the tax shown on the return is
$2,000 (reported tax liability of $10,000 re-
duced by the overstated estimated tax of
$8,000 ($15,000–$7,000)). The underpayment is
$8,000, determined as follows:

Tax imposed under sub-
title A ....................... ............. $10,000

Tax shown on return .... $2,000 .............
Tax previously assessed

(or collected without
assessment) ............... None .............

Amount of rebates
made .......................... None .............

Balance ........................ ............. $2,000

Underpayment .... ............. $8,000

[T.D. 8381, 56 FR 67506, Dec. 31, 1991; T.D. 8381,
57 FR 6165, Feb. 20, 1992]

§ 1.6664–3 Ordering rules for deter-
mining the total amount of pen-
alties imposed.

(a) In general. This section provides
rules for determining the order in
which adjustments to a return are
taken into account for the purpose of
computing the total amount of pen-
alties imposed under sections 6662 and
6663, where—

(1) There is at least one adjustment
with respect to which no penalty has
been imposed and at least one with re-
spect to which a penalty has been im-
posed, or

(2) There are at least two adjust-
ments with respect to which penalties
have been imposed and they have been
imposed at different rates.

This section also provides rules for al-
locating unclaimed prepayment credits
to adjustments to a return.

(b) Order in which adjustments are
taken into account. In computing the
portions of an underpayment subject to
penalties imposed under sections 6662
and 6663, adjustments to a return are
considered made in the following order:

(1) Those with respect to which no
penalties have been imposed.

(2) Those with respect to which a
penalty has been imposed at a 20 per-
cent rate (i.e., a penalty for negligence
or disregard of rules or regulations,
substantial understatement of income
tax, or substantial valuation
misstatement, under sections 6662(b)(1)
through 6662(b)(3), respectively).

(3) Those with respect to which a
penalty has been imposed at a 40 per-
cent rate (i.e., a penalty for a gross
valuation misstatement under sections
6662 (b)(3) and (h)).

(4) Those with respect to which a
penalty has been imposed at a 75 per-
cent rate (i.e., a penalty for fraud under
section 6663).

(c) Manner in which unclaimed prepay-
ment credits are allocated. Any income
tax withholding or other payment
made before a return was filed, that
was neither claimed on the return nor
previously allowed as a credit against
the tax liability for the taxable year
(an ‘‘unclaimed prepayment credit’’), is
allocated as follows—
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